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EXECUTIVESUMMARY

The Senate and HouseChairsof the Joint Committeeon PublicServiceappointed a BlueRibbon
Panel to examine the Commonwealth'spublicemployees'group classificationsystem.Thissystem
places everyjob into one offour categories.On the whole,the higher the group, the more generous
the pension benefit.Thefour groups are roughlybased on the followingjob descriptions:

Group 1:Officialsand general employees.
Group2: Employeeswithjob titles presumably reflectinghazardous duties.
Group3:State policeofficers.
Group4: Firefighters,policeofficers,and some correctionofficers.

ThePanelisawareofthe broaderdebateaboutwhetherthe Commonwealthshouldhavea defined
benefit or defined contribution plan.The Panelbelievesthat it isvaluable to have a system where
the employee does not bear allthe investment riskand where sufficientbenefits are paid inthe
form of a lifetimeincome rather than a lump sum.ThePanel isalsoaware that Massachusetts public
employees paya high share of their retirement benefit cost, higher than many private sector workers.
Butthe Panel does not address the fundamental issuesof plan structure because it has been asked to
focus on one component - namelythe classificationissue.

Theclassificationissue is significantand important. Todaythe system is perceived as unfairto both
public employees and taxpayers because some - particularlythose employed by the State with
politicalinfluence- have the abilityto "game"the system.Andone of the most frequent approaches
to gaming islobbyingfor classificationinto a higher group, with its more generous benefits.
Whateverchanges are made to the system in the long run, it must function in as fairand rationalway
as possible today.

The Panel has two sets of recommendations regarding classification:1)Short-run recommendations
for immediate implementation, and 2) Long-runrecommendationsfor new hires. Underlyingboth
sets of recommendations isthe presumption that publicemployees'total compensation (payand
benefits) should be comparable to that paid inthe privatesector or in other states. The pension
should be used as a mechanismfor providingretirement income,not as a politicallyexpedient way
to increase total compensation.

The Panel recommends that the followingchanges be implemented as soon as possible:

1. Pro-rate pensions for publicemployees on the basisoftenure in each Group,rather than on
the basisof lastjob.That is,ifan employee works25years inGroup2 and 5 years in Group4,
the benefit would be calculatedon the basisof the time spent in each group.Thischange may
make people more willingto accept administrativepositionsafter having been inGroup4,
and itwillprevent windfallsfor people who haveonlyshort servicein higher groups.

2. Amend Chapter 32 to requirethat individualreclassificationrequests be filedwith the
employee's retirement board. Individualsdissatisfiedwith the board's classificationshould
be able to appeal to the ContributoryRetirementAppealBoard(CRAB)and ifdissatisfied
should followthe established appeal process.Noindividualrequests for reclassification
should be entertained by the Legislature.
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3. Allrequests to the Legislaturefor group reclassificationsshould be accompanied by a price
tag that showsthe impact of the reclassificationon the retirement system'sunfunded liability.
Increasesin the unfunded liabilitydue to reclassificationshould be amortized over three years
rather than over the remainder of the funding period. Inaddition, a system should be
established for charging any costs related to reclassificationof workersbackto the employing
entity,just as current compensation is nowcharged.

4. When groups of employees petition the Legislaturefor amendments to Chapter 32 that
would change their classifications,the PublicServiceCommittee should require an opinion of
the affected retirement board as to the appropriate classificationand a justificationfor the
change based on the criteriaset out foreach group.

5. The criteriafor movement to Group4 should be based on job responsibilities- not job title.

a. The basisforclassificationto this group should be: i)the dailyphysicalexertion of the job
makes it impossibleto safelyand effectivelycarryout the functions beyond a certain age,
ANDii}giventhe skillsrequiredfor theirjobs and the numbers of such employees,
workerswith these responsibilitiesare unlikelyto find suitable alternativeemployment
in the publicor private sector.

b. Training,certification,and exposure to hazardous substances should be reflected in
compensation, NOTin movement to a higher group.

6. The criteriafor movement to Group2 should also be based on an argument that the current
position istoo demanding to be sustained untilage 65 ANDthat sufficientalternativejobs do
not existfor workerswith the skillsthat are exercisedin current jobs.

a. Again,training,certification,and exposure to hazardous substances are NOTjustification
for movement to Group 2.These aspects of employment should be compensated through
higher pay.

b. Inlight of the erratic historyof reclassifications,itwould not be considered
an adequate basis for reclassificationthat some group doing similarworkis
currently inGroup2.

7. The Legislatureshould place a moratoriumon consideringall reclassificationbillsuntil
the classificationprocedure and criteriaare clarified.Thejob of clarifyingthe criteria
shouldbe delegatedto PERAC,withthe abilityto callon the expertise of the
Commonwealth'sHuman ResourcesDivisionand other agencies with knowledge
ofjob characteristics.

Forthe long run, the Panelrecommends the followingsystemfor new hires:

1. Thecurrent 80 percent replacement wage target is reasonable, giventhat the public
employees are not covered by SocialSecurity.

2. Thesystem should have onlytwo groups:

a. Giventhe enormous improvements in health, lifeexpectancy, and education, most
Massachusettsemployees should be able to work productivelyuntil age 65.
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b. Anearlierretirement age should be availablefor Fire,Police,and those Corrections
Officers,whose jobs involvesignificantdailyphysicalexertion AND,giventhe skills
required fortheir jobs and the numbers of such workers,are unlikelyto find suitable
alternative employment inthe publicor privatesector.

3. Asinthe short-term recommendations, benefits should be pro-rated over the number of
years in each group.

4. Earlierages for fullpensions should be reflected in higher contribution rates.Anexplicit
decisionshould be made of how those higher contribution rates should be divided between
employee and employer.Thus,employee contributions should no longer be based on date of
hireas under current law.

5. Finally,unlikeunder the current system,contributions forexistingemployees should be
allowedto varyover time to reflect economicand demographic developments.Toprovide
some predictability,however,the Panelbelievesthat the contribution rates for employees
should remain constant for about ten years.

The Panelbelievesthat fixingthe classificationsystem iscrucialto makingthe Commonwealth's
retirement income systemtransparent and fair.The Panelurges the Legislatureto adopt the
proposed changes.
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1.THEPROBLEM

TheCommonwealthof Massachusetts'publicemployee retirement system providesappropriate
benefits for long-serviceemployeesand ison a path toward adequate funding.Butthe system and
the lawgoverning it has grown inspurts over time and incorporatesa number of anomalies and
inequities.TheSenate and HouseChairsofthe Joint Committee on PublicServiceappointed a Blue
RibbonPanelto address one component of particular concern - namely,the group classification
system.

The specificcharge to the BlueRibbonPanelwas to examine the Commonwealth'sgroup
classificationsystem in order to improveparity in the program and to protect the integrityof
the state's publicemployee retirement system.1The Panel met sixtimes as a group and, in addition,
heard testimony from State and localemployeesat a public meeting on May10,2006.Thismeeting
elicitedmany of the arguments heard over the past year by the Committeeon PublicService.

Classification Issues

TheCommonwealth'spublicemployee retirement system isdefined byfour differentgroups of
members.Whenoriginallycreated, these groups were based on the then current understanding
of lifeexpectancy of employees in differentprofessions.Thecurrent enumeration of those covered
by the differentgroups, however,lacksa well-definedrationale.Asa result,the group classification
system presents a number of problemsfor retirement boards, the Legislature,and participants.

Acommon complaint about the group classificationsisthat jobs with similarcharacteristicsare not
treated ina consistent fashion,leading participants to feel that they are being treated unfairly.Alack
of consensus on the rationalefor the differentclassificationsadds to this confusion and makes it very
difficultfor the Legislatureto determine whether a request for reclassificationshould be granted or
not.The lackof an agreed upon rationalealso contributes to the impressionthat decisionsare made
on the basisof politicalinfluenceinstead of merit.

At the public hearing held by the Blue Ribbon Panel on May 10,2006, participants offered several
reasons for having workers in some groups treated more favorably in the retirement system.2

Persons in hazardousjobs should be allowedto retireyounger with fullbenefits because it
isdangerous for them and the publicto continue workingwhen they are older. Forexample,
a 55year-oldfirefighter'sreduced strength and agilitydue to age would prevent himfrom
doing the job as wellas a younger firefighter.

Asecond rationale isthat the hazardsof their jobs shortened their lifeexpectancy and
therefore they would not be able to collect benefits as longas workersin less hazardousjobs
ifthey did not retire earlier.

'See Appendix Afor the complete charge to the Panel and Appendix Bfor biographies of Panel members..

2 These arguments mirror those heard by the Committee on Public Service, see Appendix C.4



A third rationale isthat the risksof the job require that the person be compensated at a
higher rate and the pension benefit is part of the compensation.

Without an agreed rationale for the different group classifications, it is difficult to determine what
jobs should be in which group or even if a justification exists for the different groups. An outgrowth
of the lack of agreed upon rationale is the many anomalies in the system.

The Middlesex Sheriff's Office testified that individuals with the same duties but different job
titles were placed in different group classifications.

An electrician with the Worcester Housing Authority testified that he was in Group 1 but
electricians doing similar work but employed for the City of Worcester are in Group 2.

Workers at a 911 call center testified that individuals working in the same room, doing the
same job, but with different titles were in different Group classifications.

A second problem in the classification system that contributes to the sense of inequity is that
classification and benefits for public employees are determined by job classification at the time of
retirement. There is no system for pro-rating benefits according to the years spent in each group
classification. Thus, employees have a very strong incentive to move to a higher job classification
at the time of retirement or to have their job classification shifted at the time of retirement. By
doing so, they reap the benefits of a higher retirement pension even though they may have worked
very few years in the higher classification. The lack of pro-rating also makes it difficult to recruit
experienced public safety people up through the ranks to managerial positions that are in lower
group classifications.

A third problem is the lack of accountability between the decision to place an individual or a group
of employees in a higher group and the fiscal impact of that decision on the retirement fund. An
employee's and the state or local contribution levels are not related to the group they are in (except
in the Group 3 State Police).The contributions from Group 1,2, and 4 employees go into one pool
with no mechanism that connects the payment of higher benefits to the need for higher payments
into the retirement fund. Since the public funding for the retirement funds comes from the general
budgets for the state or local governments, the employing entity has no financial interest in whether
the group is placed in a higher classification and in fact may prefer a higher classification to paying
more in salary that would come out of its budget.

Finally, the procedures for changing from one group to another are cumbersome and confusing.
Currently, individual petitions are filed with their retirement board at the time of retirement. The
State Board of Retirement has procedures for deciding these petitions, but the procedures do
not layout the criteria upon which the petitions will be decided beyond the current language of
the applicable statutory section and the body of case law interpreting group classifications. If the
petition is denied, the individual may seek an administrative appeal of the decision or petition the
legislature for a change of category. Group reclassifications are filed with the Legislature as changes
to Massachusetts General Laws Chapter 32.The result is that the Public Service Committee is
inundated with requests for reclassification each year.

The Panel's Approach to the Classification Issue

The Panel is aware of the broader debate about whether the Commonwealth should
have a defined benefit or defined contribution plan. The Panel believes that it is valuable
to have a system where the employee does not bear all the investment risk and where
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sufficientbenefits are paid in the form of a lifetimeincome rather than a lump sum.3The
Panel is also aware that Massachusettspublic employeespay a high share of their retirement
benefit cost, higher than many private sector workers.Butthe Paneldoes not address the
fundamental issuesof plan structure because it has been asked to focus on one component
- namely the classificationissue.

In terms of considering classificationissues,the Paneladopted two perspectives - changes
to the classificationsystemthat were desirable but would need time to implement
and changes that could be implemented relativelyquickly.Inthis context, the Panel
distinguished between changes that would affectcurrent employees and changes that would
apply onlyto new hires.4The Panelwas extremely reluctant,as a matter of equity and
fairness,to suggest changes that would significantlyalter benefits expected by current
employees.s

The Panelalso recognizedthat costs are an important issue,especiallygiven that the system
has not yet reached an optimum levelof funding,notwithstanding that it ison a path towards
this level.(Undercurrent strategy, this levelwillbe reached in 2023for the state system and
2028for the localsystems.)The Panel'srecommendations were not made for the purpose
of saving money,and some maycost money.The Panel'sfocuswas instead to propose
a systemthat wasmoretransparent, rational,and equitable.Cost implicationsshould be
calculated, and recommendations should be implemented in a cost neutral manner or with
identificationof additionalfunding sources ifneeded.

3 Retireescan alwaysturn lump-sumpayments into flowsof incomethrough the purchase of a commercialannuity.Retirees,however,
rarely purchase annuities with their accumulations, and commercial individual annuity contracts are viewed by many as expensive due
to the substantial marketing costs and the tendency for long-lived individuals to purchase these contracts.

4 The Panel recognizesthe disadvantages of treating current and future employeesdifferently.First,limitingreformsto new hires is
an extremely slow way of changing the system. Second, it locks in some of the inequities that are already in the system. On balance,
however, the Panel concluded people's expectations of retirement should not be changed midstream in a radical way.

6

5 On the other hand, it is impossible to reform the system without affecting some people's expectations. For example, if two people

are in similar positions and one has used the current system to move to a higher group and the second person cannot because the
legislature modifies the current system, that action produces a change in expectations.



2. OVERVIEWOFTHECURRENTSYSTEM

Massachusetts public employees are covered by a defined benefit pension plan that isadministered
by 104/ocal retirement boards, the MassachusettsState RetirementBoard,and the Massachusetts
TeachersRetirementBoard.The PublicEmployeeRetirementAdministrationCommission(PERAC)
is responsible for the regulation and oversight of allboards and allthe systems are governed by
Chapter 32 of the MassachusettsGeneralLaws.Asshown inTable1,the system now includesmore
than 300,000active workersand about 180,000retirees.

Table 1. Participants in Massachusetts Public Employee Retirement System

Source: Personal communication with James R.Lamenzo, PERAC,Actuary.
* As of lh/06.
**As of 1/1/05.

***Based on date of most recent valuation which varies by system.

The system isfunded bya combination of employee contributions,investment returns,and state
or localfunding. Employees'contribution rates are based on the date they joined the system (see
Table2).The State began to raisethe employee contribution rate during the 1970s,but the Supreme
JudicialCourt ruled that the rate was part of a contract so that rate hikeswere limitedto new
employees.6Therate for new hires has been raised repeatedly so that contribution rates within the
system now range from 5 percent to 12percent, depending on the date of hire.

Table2. ContributionRates inMassachusettsPublicEmployeeRetirementSystem

!?a~~!.~~~ t..S.~~!.~~~~!i.?_~..~~!~
Pre-1945 I0%
1945-74 I5%

1975-78 t7% ,
"-""""-""'-""""".""""-.-""-""-""r""."''' !

1979-83

1984-96

1996-present
Teachers under "Retirement Plus

-...........................................--..--...........--.-......-...-..--.......----......--.

State police hired after 7/1/96

7% + 2 % over $30,000

8% + 2 % over $30,000

9%+ 2 % over $30,000

Source: Commonwealth Actuarial Valuation Report. 2005.

6 Opinion of the Justices. 364 Mass. 847 (1973). 7

......--......-.-................-......--..-........-..-.......-.....-......-....-.-.--

System
Participants
Active Retired

State* 83,178 50,593

Teachers** 88,027 42,164--...---...--- -..-..-..-- ......-...----...

Local*** 138,200 86,000

Total 309,405 178,757



Asa result of the substantial contribution rates,most Massachusetts publicemployees end up paying
for the bulk of their pension benefits. Asshown inTable3, on average those inGroup 1are projected
to payfor 74 percent of their retirement benefits,and the average across allgroups is projected to be
68 percent.These percentages willinevitablyincreaseas lowcontribution employees retire and are
replaced by those hired under the new higher rates.Forsome new hires,their contributions willmore
than covertheir pension benefits.?

Table 3. Employee Contributions as a Percent of Total Normal Cost for the State Retirement System
as of January 1,2006

f Group Total
I Normal
I Cost
I
I,

IGroup 1

1~;:-~~:-l-~~~~---m6

~~o~-~:~---: :~9

Expected
Employee

l Employer
I Normal
Cost

11.2% 8.3% 2.9%

I Employee

I Contributionsas
; a Percent of Total
iNormalCost
I

74.1%

63.8
j---
140.6
1--

44.9

67.5

Source: James R.Lamenzo, PERAC,Actuary

The share of retirement benefits paid directlybyMassachusettspublicemployees significantly
exceeds that paid bythe typicalprivate sector worker,who iscovered bySocialSecurityand an
employer-sponsored 401(k)plan, (Inthe privatesector,a 401(k)plan isthe sole retirement vehicle
for nearlytwo-thirds of employees with employer-sponsoredpension coverage.)The private sector
employer contributes 6.2percent to SocialSecurityand typicallypays 3 percent inthe form of a
401(k)match on the employee's6 percent contribution.8Asa result,privatesector workersend up
paying only 57 percent of the cost of their total retirement income compared to 68 percent for the
average Massachusettsemployee currently inthe system.9And,as noted above,this comparison will
become lessfavorableover time as more Massachusettsemployees pay higher contributionrates.

7 This is likely to occur for some Group 1 employees who are contributing at the 9 percent rate and who do not retire with a disability
benefit, according to James R.Lamenzo, PERAC,Actuary.

8 The most common match in a 401 (k) plan is 50 percent of the employee's contribution up to 6 percent of earnings, which produces
an effective employer match rate of 3 percent of earnings. See Profit Sharing/401 (k) Council of America, 48th Annua/Survey of Profit
Sharingand401(k)Plans(2005).

8
9 This example excl udes any consideration of health care benefits.



At the local level most classification occurs at the date of hire as set out in state law. With the

exception of the State police, State level classification occurs when employees announce their plans
to retire.12At that time, they inform the State Retirement Board and request to be placed in a certain
group. The Board's Classification Committee reviews the requests and makes a determination. Based
on the current language of the statute and governing case law, classification is then based on the
most recent position that the employee has held for 12 calendar months. That is, an employee
requesting Group 2 or Group 4 status must show that he has been employed in that capacity for 12
months, and his agency must certify his position and duration of employment. If the Classification
Committee has no issues, it will approve the request. If the Classification Committee does not agree
with the request, the claim is submitted to the State Retirement Board.The Board's Classification
Committee reviews 30-50 cases per month and approves a large majority. It takes issue with only 10-
20 percent of the cases.

People who want to change their individual staLs or the status of everyone with similar job titles
might take their case to the Legislature. For example, if social workers asked to be put in Group 2,
they might be denied by the State Retirement Board. At that time, the social workers might then file
legislation to be included in Group 2. Last year the Public Service Committee considered 124 bills
regarding classification and benefit levels, of which 61 were to move a group of employees into a
higher classification, 7 were to enrich the benefits of a specific individual, and the remaining bills
primarily dealt with petitions for enhanced benefits for various groups. The lack of clear criteria to
decide which individuals or groups should be in Group 2 or 4 other than the job titles listed in the
statute makes itdifficult for both the retirement boards and the Public Service Committee to address
these petitions.

Individuals who switch to a higher group for the last few years of work, or even the last 12 months,
will get a benefit calculated as though they were in that group classification for their entire work
history and conversely, employees who switch to a job with a lower group classification will lose the
higher benefit associated with the higher group.

12The SupremeJudicialCourt in the case of Maddocksv.ContributoryRetirementAppeal Board&State Retirement Board.369Mass.
488 (1976) ruled that the group classification provisions within G.L c.32 indicated a legislative intent that the classification be based on

current job requirements at the time of retirement. As such the Court held classification was properly based on the sole consideration
of job duties at the time of retirement. Additionally, state employees frequently move between positions, making the classification at
hire irrelevant for group determination at time of retirement. 11



3. LONG-RUN RECOMMENDATIONS REGARDING CLASSIFICATION

The Panelconcluded that the most effectiveway to devise recommendations for dealing with current
employees was to considerwhat an ideal defined benefit systemshould looklikefor new employees.
The Panel decided on the followingeight criteria.

1. Forthe Commonwealth,a good retirement plan should help attract and motivate a talented
labor force and should have a reasonable and reasonablypredictable cost. Aretirement
plan is NOTa good substitute foradequate wages or foradequate benefits fordisabled
workers or survivorsof deceased workers.

2. Foremployees who spend their entire careers workingunder the MassachusettsRetirement
System,a good pension plan should providean adequate retirement income and allow
benefits to start at a sensible retirement age.

a. Adequacyisconventionallyapproached byconsidering how much of pre-retirement
earnings should be availableafter retirement, referredto as a replacement rate.The
current 80 percent replacement wage target is reasonable,given that the public
employees are not covered by SocialSecurity.

b. Forthose spending onlya portion of their careersworkingunder the system,a good plan
shouldmakea suitablecontributiontowardan adequateretirementincome.13

3. Asensible retirement age iswhen employees,because of age, are no longer able to
adequately and/or safelyperformtheir jobs ANDhave no reasonable expectation of suitable
alternative employment.

a. Training,certification,and exposure to hazardous substances should be reflectedin
compensation, NOTin retirement age.

b. Job characteristics,not job titles, should be the basisfor classification.

4. Given the enormous improvements in health, lifeexpectancy, and education, most
Massachusetts employees should be able to work productively until age 65

a. Employeesin highlystressfuljobs, such as socialworkersor 911 dispatchers, should have
paths to moveto lessdemanding positionswithinthe public or privatesector when
exhausted by their current job.

5. An earlier retirement age should be availablefor Fire,Police,and CorrectionsOfficers,whose
jobs involvesignificantdailyphysicalexertionAND,giventhe skillsrequiredfor theirjobs and
the numbers of such workers,are unlikelyto findsuitable alternative employment.

'3 A suitable contribution to retirement income is not necessarily proportionate to length of service. Traditionally, plans like
the Commonwealth's, which have sought to encourage workers to stay in their employment long-term, have viewed a suitable
contribution as less than proportionate to length of service. More recently, concern has increased over attracting and retaining
productive workers who may not view their jobs as career jobs. This concern might argue for a review of the relationship between the

accrual of pension benefits and length of service. An analysis of an optimum pattern of benefit accrual was beyond the scope of the
Panel.12



6. An earlier retirement age might also be appropriate for other groups who claim that the
hazards of their job shorten their life expectancy at age 65. At this point, however, the panel
has seen no data to support this claim, and therefore does not make any recommendation on
this point.

7. Earlier ages for full pensions should be reflected in higher contribution rates. An explicit
decision should be made of how those higher contribution rates should be divided between
employee and employer. Thus, contributions should no longer be based on date of hire as
under current law.

8. Finally, unlike under the current system, contributions for existing employees should be
allowed to vary over time to reflect economic and demographic developments. Employees
would be told when hired that their contribution rates would be adjusted over their period
of employment. To provide some predictability, however, the Panel believes that the
contribution rates for employees should remain constant for about ten years. Re-establishing
the rates each decade will enable the system to maintain the desired balance between
employee and employer contributions.14

In summary, the Panel recommends the following system for new hires:

The current 80 percent replacement wage target.

Two groups of employees:

Most Massachusetts employees receive full benefits at 65.

An earlier retirement age for those whose jobs involve significant daily physical exertion
AND, given the skills required for their jobs and the numbers of such workers, are unlikely
to find alternative employment.

Benefits pro-rated over the number of years in each group.

Contribution rates differ by job classification, not date of hire.

Employee contribution rates adjusted every ten years.

14 However, the nature of the Commonwealth plan is such that employer contributions are necessarily subject to adjustment for

short-term gains and losses, such as those arising from unexpected investment results. These adjustments mean that a constant ratio
between employer and employee contributions will never be exactly realized. 13



4. SHORT-RUN RECOMMENDATiONS REGARDING CLASSIFICATION

Withagreement on the recommendations for the long run, the Panelthen set out a set of
recommendations that could be implemented immediatelywithout undue changes to the
expectations of current employees.

1. Initiatea major effort to benchmark State compensation(not just wages as appears to be
the most common practice at both the state and federal Ieve!)against that paid inthe private
sector and inthe public sector in other states.1SThe goal isto make it possiblefor the state
and localities to change compensation in the most effective - rather then the most politically
acceptable - fashion.

Discussion:The pension system can be and is used to increasecompensation when
increasesin wages are viewed as politicallyunacceptable. Havinginformationon
compensation should allowthe state and localitiesto make the best choice between
alternativeforms of compensation that have an equal cost to the employer.The Panel
favorsperiodicevaluations in order to fairlycompensate the Commonwealth'semployees
without putting undue weight on pensions. It is hard enough to design a good pension
system to fulfillthe purpose of attracting, holding,and motivatingworkersby providing
suitable retirement income without also trying to use the pension systemto offset the
difficultyof achieving appropriate compensation.

2. Pro-rate pensions for public employeeson the basisof tenure in each Group.That is,ifan
employee works25years in Group2 and 5 years in Group4, the benefit would be calculated
on the basisof the time spent ineach group.Thischange may make people more willingto
accept administrativepositions after havingbeen inGroup4, and itwillprevent windfallsfor
people who have onlyshort service in highergroups.

Discussion:Presently,State and localworkerscan gain retirement benefits under a higher
groupwithonly12monthsofservice.Thatis,a workercould be inGroup 1for29 years,
switchto a Group 2job for the lastyear,and have hisentire 30years of servicecredited
at Group2 accrual rates.The panel viewedthis treatment as unfair.Inaddition, some
employees refuse to accept promotion to managerialpositions because they would have
to switchto a lowergroup. Forexample,it isdifficultto get firefighters to teach at the fire
academy because they would losetheir Group4 status.

The Panelconsidered three options for implementation of a pro rata classification
system,applying it to allcurrent employees,applying it onlyto current employees who
change job classificationafter the date a pro rata system isimplemented, and applying
it to onlythose hired after the pro-rata provisionis implemented.ThePanelrecommends
that it be applied to allthose changingjob classificationsafter implementation.The
Panelrecognizesthat everyone would have to be placed in a job classificationat the
time of implementation.The Panelalso recognizesthat some employees had expectations
of switchingjobs to higher groups as part of their career path. Forthose employees,
pro-ratingwillinvolvea change in expectations. Nevertheless,the Panelviewed pro-

15 Exceptions to the common practice of focusing on wages alone are California and Colorado. California has undertaken the Total
Compensation Survey, at the recommendation of the California Performance Review, to learn about total compensation including
pension plans and health care to help the State employers "make fiscally sound business decisions about its employee compensation
policies:'The results of the first survey were released in April of 2006. (See California Department of Personnel Administration. 2006.

Total Compensation Survey.) Colorado conducts an Annual Compensation Survey similar to the TotalCompensation Survey to gather
data to ensure an "integrated and prevailing compensation package:' (See Colorado Department of Personnel and Administration.
2005. Annual Compensation Survey Report FiscalYear2006-2007.)14



rating as an important reformto eliminategaming, encourage mobilitywithin public
employment, and provide a fairerpension system.

Thequestion also arose as to whether the system has the data needed to calculate
benefits on a pro-rated basis.The Panelconcluded that ifdata were a problem,the system
should put the resources into collectingthe required information.

3. Chapter 32 should be amended to require that individual reclassification requests be filed
with the employee's retirement board. Individuals dissatisfied with the board's classification
should be able to appeal to the Contributory Retirement Appeal Board (CRAB)and if
dissatisfied should follow the normal appeal process. No individual requests for
reclassification should be entertained by the Legislature.16

Discussion:The procedures to change an individual'sclassificationare unclear and
confusing.TheState RetirementBoardhas tried to rationalizethe procedure on its own,
but legislationcodifyinga clear procedure would providea standardized procedure and
make the steps more transparent. .

4. Allrequests to the Legislatureshould be accompanied bya pricetag that showsthe impact
of the reclassificationon the retirement system'sunfunded liabilityand designates the
funding sourcefor any cost increases.Increasesin the unfunded liabilitydue to
reclassificationshould be amortized over three years rather than over the remainder of the
funding period (witha goal of 2023for the State system and 2028for the localsystems).And
a system should be established forcharging any costs related to pension plan reclassification
of workers backto the employingentity,just as current compensation is nowcharged.

Discussion:Thesystem involvesinadequate financialaccountability.Sponsoringunits
often failto recognizethat the movement to a higher group involvesa cost to the system.
Requiringa price tag and specifyingthe funding sourcewillhighlightthe cost associated
with the proposed changes and improveaccountability.Makingemployingentities
accountable isone keyto reducingthe request for reclassification.

5. When groups of employees petition the Legislature for amendments to Chapter 32 that
would change their classifications, the Public Service Committee should require an opinion of
the affected retirement board as to the appropriate classification and a justification
for the change based on the criteria set out for each group.

Discussion:Theprocedures to change a group'sclassificationare confusing.The
recommended procedures should make the steps more transparent.

6. The criteriafor movement to Group4 should be based on job responsibilities- not job title.

a. Thebasisfor classificationto this group should be: a) the dailyphysicalexertion of the
job makes it impossibleto safelyand effectivelycarryout the functions beyond a certain
age, and b) given the skillsrequiredfor their jobs and the numbers of such employees,
workerswith these responsibilitiesare unlikelyto find suitable alternativeemployment
within the public system.

16 The Panel recognizes that there is no way to preclude future use of the legislative process to establish reclassification. However, the
Panel urges that it be acknowledged as the Hsenseof the Legislature"that such future use should be avoided.
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b. Training,certification,and exposure to hazardous substances should be reflected in
compensation, NOTin movement to a higher group.

7. The criteriafor movement to Group2 (whichwould existfor current employees,but not new
employees)would also be based on an argument that the current position istoo demanding
to be sustained until age 65 ANDthat sufficientsuitable alternativejobs do not existfor
workerswith the skillsthat are exercisedin current jobs.

a. Again,training,certification,and exposure to hazardous substances are NOTjustification
for movement to Group2.These aspects of employment should be compensated through
higher pay.

b. In light of the erratic historyof reclassifications,itwould not be considered an adequate
basisfor reclassificationthat some group doing similarworkiscurrentlyin Group2.

8. The Legislatureshould place a moratoriumon consideringall reclassificationbillsuntil
the classificationprocedure and criteriaare clarified.Thejob of clarifyingthe criteria
shouldbe delegatedto PERAC,with the abilityto callon the expertise of the
Commonwealth'sHuman ResourcesDivisionand other agencies with knowledge
ofjob characteristics.
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5. NON-CLASSIFICATIONISSUESFORFURTHERCONSIDERATION

During the Panel'sdeliberations, several topics emerged that the panel judged to be beyond the
scope of its charge from the Joint Committee on Public Service, even though some topics interacted
with the classification system. Nevertheless, it was felt that these topics warrant further review in the
future and thus are mentioned here for the edification of the reader.

1.Vesting

For workers employed for only part of their career in public employment, a good retirement
system should make a reasonable contribution to retirement income. Massachusetts'l O-year
vesting requirement means that many workers leave public service with little more than their own
contributions.17In addition, crediting service on a pro-rata basis,as Massachusetts does, means that
part-time workers may not be vested for 20 years.

Recommendation: Consider lowering the vesting requirement for retirement benefits (not
health benefits) to five years and credit 1,000 hours of employment in a 12-month period as
one year of service for vesting purposes as is required in the private sector under the Employee
Retirement Income Security Act (ERISA).

2. Pre-retirement Earnings

A key issue is how to measure pre-retirement earnings. Currently benefits are based on the average
of the last three years base earnings, with no adjustment for inflation or average earnings growth
over those three years. Both the use of such a short period for measuring pre-retirement earnings
and the lack of an adjustment for inflation are not consistent with a well-designed retirement
system.18Reliance on only three years of earnings may generate benefits that do not reflect lifetime
living standards, gives larger benefits to those enjoying rapid earnings growth at the end of the their
careers - typically those with higher earnings, and invites employees to manipulate positions toward
the end of a career to game the determination of benefits.

Recommendation: Establish a group to consider basing benefits on average lifetime earnings
(indexed to reflect the growth of prices or wages over the employee's career), and adjusting the
accrual rates so as to keep the total benefit costs constant.19

3. Post-retirement Inflation Adjustment

Currently, the Massachusetts Retirement System provides a cost-of-living adjustment on the
first $12,000 of benefits. The adjustment is limited to the increase in the consumer price index
or 3 percent, whichever is less. Even low inflation rates after retirement can seriously erode the
purchasing power of benefits since many retirees will live for a long time in retirement.

17 Employeeswho leave public servicewith lessthan five yearsof service receivea refund of their contributions with no interest.Those
who stay between five and ten yearsreceivea smallamount of interest.

18 As one point of contrast, in calculating benefits SocialSecurity upgrades past earnings basedon the growth of averageearnings
from when they were earned until shortly before benefit eligibility (referred to asindexing earnings)and basesbenefits on the best 35
yearsof these indexed earnings.The final three year averagecalculation iscommon in private sector defined benefit plans but tends to
reward those with the most rapidly rising earnings profiles.

19 As long as benefits are based on only three yearsof earnings,employees holding two simultaneousjobs can game the system.To
limit thepossibilityof gaming,the pensionshouldbebasedsolelyon the earnings from the longest-heldjob. 17



Recommendation:Considerapplyinga fullcost-of-livingadjustment (insteadof a maximumof
3 percent) to the entire benefit (instead of simplythe first$12,000).Thiscan be done while
holding cost constant by havinga lowerinitialbenefit along with a larger inflationadjustment.

4. Retirement Age flexibility

Agood pension system needs to recognizethat different retirement ages maybe appropriate for
differentworkers,even ifthey hold the same kind ofjob. Inaddition a good pension plan should
not unduly alter the trajectory of a workeracrossdifferentjobs, both within employment by the
Commonwealth and to other employers.Similarly,it should not unduly encourage or discourage
retirement once a sensible retirement age has been reached. Inorder to meet these criteria,
the present discounted expected value of retirement benefits should not change greatlywhen
retirement benefits are delayed beyond the earliest time at which they can be claimed.That is,
foregone benefits should result in a benefit increaseafterwards that roughlyoffsetsthe valueof the
foregone benefits.

Recommendation: Considerchanging the benefit accrualrate so that employeeswho postpone
claiming benefits at 65 receivean increase in their benefit amount and participants retiring
before age 65 receivebenefits that are appropriately reduced to reflect expected lifetime
payments as wellas retention considerations.2O

5. Interaction of Age and Service

The interplay between age and serviceinthe formulaused inthe Massachusetts publicpension
system (the formula is:finalaverage salarymultipliedbyyearsof service multipliedby the age
factor) results ina substantiallyhigher rewardfora year of serviceby an employee who continues to
work until the targeted retirement age than for a year of servicebyan employee who leavesat mid-
career.Modificationsinthe plan design can shift the benefits to favorworkat younger ages, but any
modificationwillhave pros and cons for differentgroups.

Recommendation:The Legislature(orsome other body)should establish a commissionto study
the advantages and disadvantages of different rates of benefit accrualover the employee'swork
lifeand to make recommendations to the Legislatureforany changes.

6. Sustainability

Indesigning a long-lastingretirement plan, it is important to remember that the health of older
workerswillcontinue to improveacrosscohorts and the lifeexpectancy at any given retirement
age willalso continue to increaseacross cohorts. In determining benefits and contributions,the
Massachusetts systemcurrentlydoes not recognizethat lifeexpectancy and therefore lifetime
benefits willincrease inthe future. Forexample,future increasesin longevitymight trigger both a
modest increase in the target retirement age and inthe contribution rate.

Recommendation:Considerdeveloping a mechanismthat would adjust contributionsand/or
benefits in order to keep them in a suitable relationshipto each other.

20 Benefit accruals before age 65 should probably be somewhat smoother than they are currently.
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7.Sodal Security

In Massachusetts, publicemployees do not pay into the SocialSecuritysystem and do not receive
any retirement benefits from SocialSecurityas a result of their Massachusettspublic service.In
recognition of this, the Massachusetts public pension systemoperates with highercontribution rates
and payouts.

SocialSecurity iscurrently running a long-term deficit.Manyproposals to restore balance includea
provisionfor mandatory coverage of all (newlyhired)state and localworkers.Accommodatingthe
integration of SocialSecurityand the Massachusettspension system would be a majorchallenge.

Recommendation: Should SocialSecuritycoverage be mandated, undertake a majorstudy to
explore the design of an integrated system.The new systemwould inevitablybe a somewhat
less generous, supplementary program,since SocialSecuritywould providethe base of support
for Massachusetts publicemployees.

8. Health Care

Dramaticincreases in health care costs for retireesand current employees providea majorfiscal
challenge for governments and allother organizationsfor that matter.Anincreasinglyhigher
percentage of State and localbudgets goes towards funding these costs on a pay-as-you-gobasis.
Beginningafter December 15,2006,GovernmentalAccountingStandards Board(GASB)Statement
45 willrequire governments to account for liabilitiesfor current and future retireeson their balance
sheets. WhileStatement 45 does not require pre-fundingof health care liabilities,the disclosurewill
putpressure on government employers to more fullyfund these costs.Morefullfunding of health
care costs could slowthe pace of funding the pension plans.

Recommendation: Tocontrol long-term health care costs,consider alteringthe linkbetween
eligibilityfor retirement income benefits and eligibilityfor health care,and relate the
Commonwealth'scontribution for health insuranceto years of service.

9. Costs of Buy-backs

"Creditableservice"billsallowmembers of the retirement systemto "buy back"yearsof service.
Thosewho buy backcreditable servicegenerallypay the amount into the systemthat would have
been deducted at the time of their employment plus"buy-backinterest:'Thisinterest ishalfthe
actuariallyassumed interest rate, which variesbysystem in Massachusetts.

Forformer employees,who have withdrawn their moneyfromthe retirement system,and return
to state service,the buy-backprovisionmakes sense. Forthis group, the issue ishowto fairly
calculate interest forcontributions remaining inthe systemor what interest must be paid ifbuying
back into the system.Foremployees whose previousservicewas not with the state, billsgiving
groups or individualscreditable servicefor time inthe PeaceCorps,out-of-state teaching,or other
activities,may lacka clear public purpose, while increasingthe demands on the retirementfund.

Recommendation: Establisha study group to assess the costs and merits of the current buy-back
system.
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APPENDIX A

Charge to the Blue Ribbon Panel on the State's Retirement Group Classification System
from Senator Patricia Jehlen and Representative Jay Kaufman, Chairs of the Joint Committee
on Public Service

The Commonwealth'sretirement system isdefined byfour differentclassesof retirees.When
originallycreated, these classeswere based on the then-current understanding of the life
expectancy of employees in different professions.However,the current enumeration of those
covered by the differentclasses is a patchworkthat defies rationalunderstanding.TheCommittee
on PublicServicehears hundreds of billseach sessionthat propose to move individualsor groups
of employees from one classto another. Manyof the proposed moves makesense if lookedat in
isolation,but were we to saylIyes"to each,we'd put the financialintegrityofthe state system in
jeopardy. Inany event, it is hard to findan organizingrationale inthe listingof individualsor groups
currently in the four classes,and, thus, hard to relyon precedents for today's - or tomorrow's -
decision making.Moreover,it appears that, over time,the promiseof enhanced retirement benefits
has insome, ifnot many,cases been used as a substitute for adequate pay.Wefear that this reliance
on the unforeseeable future distorts hiringdecisionsand career choices,even whilecompromising
the viabilityof the state's pension system.

Toprotect the integrity of the state's pension system,to restore parityto the system,and to guide
retirees and lawmakersgoing forward,we askyouto examinethe state's classificationsystem,
compare it to other publicand privatesystems,and make recommendationsfor its reform.

Specifically:

Whatand how many classesshould there be?

What should be the distinctions between and rationalesfor them?

What groups of employees should qualifyforeach and howshould the benefits of each be
defined to assure fairness and sustainability?

Weaskthat you hold at least one open meeting to hear concerns and recommendations from the
public ingeneral, publicemployees and the organizationsrepresenting them and retired employees
in particular.

Weask you to list,but reservefor another day and another panel,any other questions about our
pension system that mayarise inthe course ofyour proceedings.

We request your report and recommendations byJune 15,2006,and are deeply gratefulforyour
service on this panel.
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APPENDIX B

Blue Ribbon Panel on the Massachusetts Public Employees' Pension Classification System

Panel Member Biographies

Alicia H. Munnell, Panel Chair
Director of the Center for Retirement Researchat Boston College

Alicia H. Munnell is the Peter F.Drucker Professor of Management Sciencesat Boston College's
Carroll School of Management and serves as the Director of the Center for Retirement Research
at Boston College. Dr. Munnell spent 20 years at the Federal Reserve Bank of Boston, where she
became Senior Vice President and Director of Research.She left the Boston Fed in 1993 to become

Assistant Secretary of the Treasury for Economic Policy, and then moved to the President's Council
of Economic Advisers. Among many other affiliations, Dr. Munnell was co-founder and first President
of the National Academy of Social Insurance. She is a member of the American Academy of Arts
and Sciences and the Institute of Medicine and is on the Board of the Wheeling-Pittsburgh Steel
Corporation, The Century Foundation, the National Bureau of Economic Research,and the Pension
Rights Center. Dr. Munnell received her Bachelor's degree from Wellesley College, her Master's degree
from Boston University, and her PhD from Harvard University.

Ellen A. Bruce

Director of the Pension Action Center at the University of Massachusetts at Boston

Ellen A. Bruce is the Associate Director of the Gerontology Institute of the University of Massachusetts
Boston. She is an attorney with thirty years experience in the field of elder law. At the University,
she developed and now directs the Pension Action Center that includes the New England Pension
Assistance Project and the National Pension Lawyers Network. The Pension Action Center represents
individuals with employer retirement plans and has recovered over $27 million for residents of New
England. Ms. Bruce has served on numerous boards and task forces relating to health care, retirement
benefits, and elder issues.She is a graduate of Wellesley College and Northeastern University School
of Law.

Edward E. Burrows

Independent consulting actuary and President of the College of Pension Actuaries

As an independent consulting actuary, Edward E.Burrows has been active in all aspects of employee
benefits since 1954. He is an Enrolled Actuary and a past President of the American Society of
Pension Actuaries. His awards include the HarryT. Eidson Founder's Award for service to the private
pension system (1995), the Jarvis Farley Award for service to the actuarial profession (1998), and the
John Hanson Memorial Prize for a paper entitled "Fixing the Pension Plan Funding Rules"(2004).
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Joseph Connarton
ExecutiveDirector,PublicEmployeeRetirementAdministrationCommission(PERAC)

Joseph Connarton was appointed ExecutiveDirectorof the PublicEmployeeRetirement
AdministrationCommission(PERAC)on September 14,1999.AsPERACsExecutiveDirector,he is
responsible for planning,organizing,and executing alladministrativeand regulatoryfunctions in
conformitywith the policiesand directivesof the Commissionand inaccordance with the mandates
of the Massachusetts Legislature.Priorto hisappointment as Directorof PERAC,he also served as the
Managing Directorfor a NewEnglandRegionallawfirm,managing and directing the representation
of client interest in connection with proposed legislationand/or regulation.Mr.Connarton isa
graduate of the Universityof Massachusettsat Bostonand receivedhisMastersdegree from the John
F.KennedySchoolof Governmentat HarvardUniversity.

Peter A. Diamond

Professor of Economics, MIT

ProfessorPeter A.Diamondbegan histeaching career as an assistant professorof economicsat the
Universityof Californiaat Berkeleyin 1963and was there until 1966,when hejoined the MITfaculty
as an associate professor.Hewas promoted to professorin 1970.Hewas head of the MITeconomics
department from 1985-86,held the John and Jennie S.MacDonaldProfessorof Economicschairfrom
1989-91,and in 1991he was selected to hold the firstPaulSamuelsonProfessorshipin Economics.
Hebecame an Institute Professorin 1998.In 1998,ProfessorDiamondwas named co-chairof a panel
convened by the NationalAcademyof SocialInsuranceto study proposalsto privatizeSociaISecurity.
Heserved on the Senate FinanceCommittee'sPanelon SocialSecurityFinancinginthe mid-1970s
and on panels of technical experts consulting to the President'sAdvisoryCouncilson SocialSecurity.
Hereceiveda Bachelor'sdegree in mathematics summa cum laudefromYaleUniversityin 1960and
his Ph.D.degree in economicsfrom MITin 1963.

Scott Harshbarger
Senior Counsel, Proskauer Rose LLPand former Attorney General

Mr.Harshbarger has served as national President and CEOof Common Cause, Attorney General for
the state of Massachusetts, Middlesex County District Attorney, among other positions of leadership.
Mr.Harshbargerserved as the MassachusettsAttorneyGeneralfrom 1991to 1999. During this time,
he was elected president of the National Association of Attorneys General after serving as vice
president of the same organization. Scott Harshbarger's lengthy career in public service includes
experience as a prosecutor, regulator and public advocate, providing him with the expertise to
provide counsel and strategic legal advice to CEOs,general counsel, trustees, public officials,and
other boards of governance on such matters as fiduciary responsibilities, governmental inquiries,
fraud investigations, and crisis management. Mr.Harshbarger is a graduate of Harvard College and
Harvard Law School.
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Elizabeth K.Keating
Lecturer on Law, Harvard Law School

Elizabeth K. Keating is a Lecturer at Harvard LawSchool and a Senior Research Fellow at the

Hauser Center for Nonprofit Organization. She is also affiliated with the Center for Business and
Government's Regulatory Policy Program, and the A. Alfred Taubman Center for State and Local
Government. Her research focuses on nonprofit and governmental accountability, retirement savings
as well as financial distress. She has taught accounting at the Kennedy School of Government,
Kellogg School of Management at Northwestern University, Stern School of Business at New York
University, and the Not-for-Profit Institute at Columbia University. Prior to becoming an academic,
Keating ran a consulting firm serving nonprofit organizations and worked as a credit officer and
research analyst on Wall Street. She is a CPAand received her Ph.D.in management from the Sloan
School of Management at MIT and her MBA from the Stern School of Businessat New York University.

Alan G. Macdonald
ExecutiveDirector,MassachusettsBusinessRoundtableandformer member,WinchesterRetirement
Board

AlanG.Macdonald is Executive Director of the Massachusetts Business Roundtable (MBR),a not-

for-profit organization of seventy-five leading executives of major Massachusetts enterprises. MBR's
mission is to focus the management perspective of its members on statewide issues to help the
Commonwealth's public leaders design and implement policies that benefit the state's economy and
quality of life. Prior to coming to MBRin January of 1989,Mr. Macdonald served for ten years as the
Manager of State Government Relations for General Electric Company in Massachusetts and in other
New England states. Prior to his work with GE,he was Manager of Government Relations and Public
Affairs for Gulf Oil Corporation in New England, Pittsburgh and Washington, D.C.From 1969 to 1975,
Macdonald was an Assistant Attorney General for Massachusetts, working primarily in the areas of
environmental law and criminal law enforcement. Macdonald is a graduate of Dartmouth College
(1966) and Boston College Law School (1969).
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APPENDIX C

Families of Arguments Made for Reclassification
Prepared by the Joint Committee on Public Service

Eachsession,the Committeeon PublicServicehearsmorethana hundredbillsto moveindividuals
or groups of employees from one classto another. Mostof the plaintiffsargue that a particularjob
has a higher levelof danger or stress than other jobs in its current group, that employeeswith similar
jobs and responsibilitiesshould be united in the same group, and/or that reclassificationisa matter
of equity.

Some employees argue that they should be transferred to a different group based on the risks of their
employment. Forexample, employeesof the Department of SocialServiceshave requested to be
moved from Group 1to Group2.The employeesand their representativesargue that their job
subjects them to a higher levelof danger and stressthan a typicalGroup 1job. DSSemployees
often go to a home to removechildrenfrom their parent's custody.Duringa removalthey are often
subjectedto threatsand physicalactsofviolence.Theyarguethat manytimestheyrequirepolice
protection in order to go into a home and that this higher levelof danger should; qualifythem
for Group 2 status.Waterand Sewerworkerscontend that they should be moved to a new group
because they are subject to hazardous materialand chemicalsduring their careers.Theyprovide
testimony and documentation about the materialsand chemicalsthey encounter but no data
showing that this exposure causes any effects.

Some employees argue that they should be treated like other employees with similarpositions and
responsibilities. For example, the UMASSpolice are currently in Group 2.They argue that they should
be in Group 4 since police officers that serve in cities and towns are Group 4 and UMASSpolice are
full policeofficerswho have receivedthe same training as cityand town officers.Policeat UMASS
also argue that they are responsible for a large campus with more people at one time than many of
the cities and towns. Emergency dispatchers make a similar argument to be included in Group 2.
Depending on what title is applied to a 911 dispatcher they may be classified as Group 1 or Group 2.
Often employees doing the same job in the same department are classified in different groups.

Some constituencies argue that the Legislatureshould eliminate Group 1entirely and place every Group
1employee into Group2. Group 1 employees have to attain age 65 before they reach the highest
actuarial factor of 2.5. Most Group 1 employees contribute to the pension system for more years than
Group 2, 3, or 4 employees. Newly hired Group 1 employees must contribute at a 9 percent rate with
an additional 2 percent for all salary over $30,000. At this rate it is argued that a Group 1 employee
will contribute more than the value of his pension over his time of service, with the state not
contributing any additional funds. No actuarial data has been provided in support of this argument
but it is generally acknowledged that a Group 1 employee pays far more for their pension than
employees in the other Groups (see Table 3 in text).
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